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... GROWTH 


HIs is the summary record of a half-century’s remarkable growth. It is also a 

chronicle of change — change that has been sometimes brilliant and some- 

times brutal, but that in any case has made the nation and the West far different 
places than they were in 1914. More important, this is the still-incomplete record of 
the attempt by public policymakers to achieve, within the context of economic change, 
the three objectives of balanced growth, full employment, and price stability. 

The nation, a half century ago, had already entered upon its drive to economic 
maturity. It had long since achieved a takeoff — to use the historian’s shorthand 
description for rapid growth in limited sectors — and in its drive to maturity it was 
effectively applying the range of modern technology to the bulk of its resources. After 
the takeoff, which was achieved in the 19th century under the auspices of railroads, 
coal, and iron, the nation in the early 1900's experienced further growth under the 
auspices of new leading sectors — steel, chemicals, electricity, and machine tools. 


Productivity and the growth rate 


Through these and other industries yet unborn, the national economy has achieved 
a 3-percent annual rate of growth in the half century since 1914, in constant-dollar 
terms. Gross national product actually increased at an above-average pace — 3.3 per- 
cent annually — during the 1914-1929 period. Between the 1929 high watermark and 
the first postwar year (1946), the annual growth rate dropped to 2.6 percent; but 
since then it has again approached the high rate of the 1914-1929 period. Over all, 
the nation’s population doubled in size, to 191 million, and its output increased four- 
fold (in constant-dollar terms) to $623 billion, between 1914 and 1964. 

The half century of rapid growth has been based upon the interaction of an 
increasingly large (and increasingly expert) labor force, substantial injections of capi- 
tal, and rapid advances of knowledge. However, the basic sources of growth have 
varied from period to period. Thus, the quantity of labor and capital inputs was pre- 
dominantly important in the pre-1929 period; for instance, the labor force increased 
faster and the workweek declined at a slower rate during that period than during the 
more recent past. But in recent years the quality of inputs has played a greater role, 
especially because of rapid strides in productivity resulting from advances in education 
and in technical knowledge. 

Productivity gains indeed have been a major source of the nation’s growth 
throughout its history. Productivity, the measure of efficiency with which resources are 
converted into commodities and services, at the same time has been a means to a better 
level of economic well-being for each member of the nation’s population. 

Expressed in terms of real output per manhour, productivity has increased by 
2 to 2% percent a year over the last several generations. More important, during the 
postwar period productivity has actually risen by 3 to 32 percent per year — and this 
postwar increment in output per manhour generally has been larger than the entire 
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productivity gain achieved in the rest of the world. Thus, a persistent and powerful 
tendency toward improvement in efficiency (based upon the proper interaction of 
labor, capital, and technology), has been a strong driving force behind the production 
and consumption gains that have characterized the nation’s recent history. 


Perpetual prosperity machine? 


This increased quantity and quality of economic inputs helped spur the economy 
into the stage of industrial maturity and then on into the stage of mass consumption in 
which the nation now luxuriates. But signs of this advanced stage of the economic 
growth process were evident even in the early part of this half-century period. Already 
in the 1920’s the nation built what appeared to be a perpetual prosperity machine, 
centered around the migration to suburbia, the vast auto market, and the rise of house- 
hold gadgetry. The economic decisions to relocate the population and to provide it 
with mobility created several new leading sectors of the economy—such as automobiles, 
oil, and rubber—to supplement those sectors which had dominated the nation’s growth 
in the earlier years of the century. Those same economic decisions also involved com- 
mitments to suburban residential construction and to various types of community 
construction, such as highways and commercial centers. 

The major instrument of change during that earlier period — just as today — 
was the passenger automobile. The rise in numbers in itself was tremendous; auto 
registrations jumped from 2 million in 1914 to 20 million in 1929 (and to 70 million 
today). During the 1920’s — again, just as today — this power-driven room on wheels 
was denounced as a source of family friction, a weakener of churchgoing, a lethal 
weapon, a handy vehicle for bank-robbers, and a constant occasion of sin. It was also 
widely regarded as indispensable, even by the majority who still did not own cars. 


Stable postwar growth contrasts with earlier cyclical swings 
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The automobile revolution created the motorized suburb, miles from the nearest 
city. It led to the decline of the railroad town; rail passenger traffic was halved during 
the 1920's. It frequently shifted the center of commercial and business activity from 
city centers to the outskirts. It ended the isolation of the American farmer. It stimu- 
lated tourism, and it especially stimulated migration; in fact, it helped create migrations 
which dwarfed those of earlier history. And yet these were the results of only one of 
the several leading sectors which dominated the American economy in the 1920's. 


Broken-down machine 

The perpetual prosperity machine created by those leading sectors eventually 
broke down, and broke down badly. The ensuing depression precipitated the country 
from the greatest decade of material well-being that any nation had yet achieved into 
a decade of doubt, despondency, and frustration. One trouble was that the overall 
stability of the late 1920's masked several weak sectors which were only partly offset 
by the economy’s rising sectors. Then the stock market boom put a false front of pros- 
perity on this situation, postponed the inevitable reckoning, and converted a routine 
depression into a cataclysm. 

The mass production of durable goods which typified the 1920's was not matched 
by a parallel growth of mass purchasing power. Incomes grew, but apparently not fast 
enough; for example, manufacturing hourly-wage rates rose only 2 percent during the 
decade, while productivity increased 55 percent. Moreover, the economic structure 
was also undermined by other weaknesses — an undeveloped marketing system, a 
decline in population growth, a decline in foreign investment, a drop in farm prices, an 
unstable rise in real-estate prices, and a lopsided income distribution. Thus, when the 
market crash occurred the entire structure collapsed. In the ensuing depression almost 
200 billion manhours were lost forever, and the nation’s growth was paralyzed for 
practically an entire decade. 


During the depression decade, pump-priming and other anti-depression measures 
failed to return the economy to its normal upward path. More important, the under- 
lying economic situation remained weak, as was evidenced by the impact of the 
population slowdown on housing and by the lack of any technological breakthrough 
to tempt private expenditures on new industries. Eventually, however, World War II 
lifted the economy out of stagnation and serious malfunction. The war was vastly 
wasteful in terms of production for destructive purposes, but it nonetheless overcame 
the waste of idle men and machines. In fact, the money value (in constant dollars) of 
the goods and services foregone during the 1930's roughly equaled the cost of World 
War Il. 


War, postwar, and new leading sectors 

Wartime government expenditures, and the concomitant Federal deficits of 
roughly $50 billion annually accomplished what seven years of depression-era recovery 
measures had failed to achieve. Gross national product and industrial production 
roughly doubled in four years’ time, and the unemployment rate dropped from 10 per- 
cent in 1941 to almost rock bottom by war end. In the process, the key durable-goods 
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industries were vastly stimulated, new automatic techniques were developed, and 
several new leading sectors — especially the electronics industry — were launched. 

In the late 1940's, a postwar boom developed, based on the gradual release of 
energies that had been stored up in the nation’s balance sheet during the extraordinary 
fifteen-year disruption of the nation’s economy. During that hiatus, strong consumer 
and business demand had accumulated, new technologies had put down roots, con- 
sumers and businesses had built up a rich store of liquid assets, and new institutional 
arrangements (government, business, and labor) had arisen to support economic 
growth. But the boom brought inflation in its wake. There was the classic inflationary 
potential inherent in the form of too much money and too little goods. There was also 
the continuing strength of demand at all governmental and private levels, plus the 
existence of inflationary pressures exerted at strategic locations of the economy through 
the countervailing power of strong unions and strong industrial groups. 

But eventually the American productive machine successfully met the heavy 
demands placed upon it during the early postwar years. It then entered a new period 
in which its energies could be geared to meeting the demands of the future as they 
occur instead of simply catching up with the demands of some long-gone period. More 
important, as the economy moved into this new era it developed institutions geared to 
the maintenance of stable growth. 


Reaching the objectives of policy 


This tendency toward stable growth can be discerned in the changing occupational 
structure of the labor force. A half century ago, the short-run movement of total em- 
ployment was firmly tied to the cyclical movement of total production—and especially 
to the cyclical movement of its most unstable parts, such as manufacturing and con- 
struction. But with the increasing shift of workers into technical occupations and into 
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service and governmental industries, the former links between employment and 
production have gradually been loosened. 

A similar stabilizing tendency can be discerned underlying the flow of personal 
income. With the growth of large corporations, for example, a buffer has arisen between 
the fluctuations of production and the flow of income to individuals, especially be- 
cause of corporate policies favoring stable dividend payouts and stable work forces. 
Moreover, with the development of the progressive income tax, the income from 
production which corporations and individuals have at their disposal tends to fluctuate 
much less than pre-tax income. Then again, with the counter-cyclical flow of govern- 
ment unemployment benefits and pensions, the flow of personal income from production 
is bolstered during recessions and dampened during prosperity periods. 

Another new trend, an increasing stability in consumption spending, has developed 
because of the stable flow of personal income, the steady expansion in the number of 
income recipients, and the relative increase in the number of steady jobs. Aggregate 
production has retained certain destabilizing characteristics, but the structure of the 
economy has changed in ways which have limited the effects of the business cycle on 
the lives of individuals — on the numbers who receive an income, on the aggregate of 
personal income and personal consumption spending and, to some degree, even on the 
numbers employed. 

Stable growth and the other objectives of economic policy also have been 
supported by the deliberate steps which have been taken to control the business cycle. 
One of the earliest institutions established with this end in view was the Federal Reserve 
System, which developed under the shadow of the panic of 1907 — a panic caused 
by a disruption of the nation’s system for making monetary payments. In reaction to 
that and earlier financial crises, Congress in 1913 passed the Federal Reserve Act, 
which required the pooling of bank reserves and established facilities for temporary 
borrowing by banks. But although some of the original functions assigned to the Fed- 
eral Reserve were admirably fulfilled, the System could not prevent the cumulation of 
financial trouble during the business expansion of the 1920’s — nor could it prevent 
the bank runs or massive bank failures of the early 1930's. Changes in System functions 
and other financial reforms thus became necessary, including one crucial reform — 
the insurance of bank deposits. 

Perhaps the most important policy development has been the shift in economic 
and political attitudes which has taken hold during the last several decades. As evi- 
denced by the Employment Act of 1946, the nation’s citizens have adopted the view 
that mass unemployment is intolerable under modern conditions and that the Federal 
Government has a continuing responsibility to foster competitive enterprise, to prevent 
or moderate general economic declines, and to promote “maximum employment, 
production, and purchasing power.” The Employment Act, a truly historic piece of 
economic legislation, thus has played a significant role in extending the horizons of 
business thinking about the markets and opportunities of the future. 
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Mass-consumption and beyond 


There remains, however, the question of what lies beyond the stage of high mass- 
consumption achieved in this country during the past half century. Economic growth, 
with its built-in compound interest, will eventually bring the American society close 
to the point where people’s lives will no longer be dominated by the daily pursuit of 
food, clothing, shelter, and essential services. Many problems, of course, remain here 
at home. There are still many “dark, satanic mills” in this country, and there are many 
jobs of severe monotony as well — yet solutions can be found through the continuing 
rapid growth of American technology. In the international scene, too, there are serious 
problems remaining, especially the problem of escaping from the nuclear arms race 
and the problems associated with the developing nations’ drive for economic maturity. 
But, throughout the world, the era whose agenda has been imposed by the stark reality 
of scarcity shows signs of coming to an end. 

One fact is certain—a fact emphasized both by Woodrow Wilson’s New Free- 
dom in 1914 and by Lyndon Johnson’s Great Society in 1964. As President Wilson 
pointed out: “Our life has broken away from the past. We have changed our economic 
conditions absolutely from top to bottom; and with our economic society the organ- 
ization of our life.” And as President Johnson challengingly added: “For half a century 
we called upon unbounded invention and untiring industry to create an order of plenty 
for all our people. The challenge of the next half century is whether we have the wisdom 
to use that wealth to enrich and elevate our national life, and to advance the quality 
of our national civilization.” 
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It has been suggested that the American, like the Faustian, made a bargain with the 
Big Technology: a bargain to transform his ways of life and thought in the image of 
the machine, in return for the range of power and riches the machine would bring 
within his reach. It is a fine allegory. But truer than the Faustian bargain, with its 
connotations of the sale of one’s soul to the Devil, is the image of Prometheus stealing 
fire from the gods in order to light a path of progress for men. The path is not yet clear, 
nor the meaning of progress, nor where it is leading: but the bold intent, the irreverence, 
and the secular daring have all become part of the American experience. 
—Max Lerner 


The American standard of living is the resultant much less of natural resources than 
of the increase in capacity to produce .. . and this was the result, directly, of human 
endeavor — the ventures and struggles of the pioneer, the exertions of the workman, 
the ingenuity of the inventor, the drive of the enterpriser, and the economic efficiency 
of all kinds of Americans. —David Potter 


The case for economic growth is that it gives man greater control over his environment, 
and thereby increases his freedom . . . Yet, it is because economic growth has both its 
gains and its losses that we are all almost without exception ambivalent in our attitudes 
towards economic growth. We demand the abolition of poverty, illiteracy, and disease, 
but we cling desperately to the beliefs, habits, and social arrangements which we like, 
even when these are the very cause of the poverty which we deplore. 

—W. Arthur Lewis 
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VER the half century, the financial community has experienced growth beyond 
its wildest dreams. The nation’s money supply has grown twelve-fold, to 
$156 billion, and commercial bank loans have increased thirteen-fold, to 

$167 billion. But money-men have also experienced extreme changes in their environ- 
ment, as exemplified by the swing in short-term money rates from 8 percent in 1920 
to less than | percent in 1933, and back to 4 per cent in 1964. To meet these problems 
of change, the Federal Reserve System has developed a more complete and far more 
sophisticated set of policy tools than those it possessed at the time of its organization. 

In the beginning, according to the title of the Federal Reserve Act, the System 
was designed: “. . . to furnish an elastic currency, to afford means of discounting com- 
mercial paper, to establish a more effective supervision of banking in the United States, 
and for other purposes.” Nowhere was there any direct mention of monetary policy, 
although the Act dealt with the instruments of policy in some detail. The Federal 
Reserve thus was created not so much for the purpose of following specific policy 
guidelines as for the purpose of correcting the sometimes chaotic conditions that had 
hitherto led to financial panics. But a half-century’s experience has helped the monetary 
authorities develop the policy tools that are all but taken for granted today. 

It is difficult to disengage changes in Federal Reserve powers and actions from the 
economic environment in which they occur. To simplify the task, it might be well to 
separate peacetime from those years when the nation was at war or just emerging 
from hostilities. After all, in time of war “the long arm of the Treasury reaches into the 
central bank,” to use Lord Keynes’ felicitous phrase. This is only to be expected, since 
the authorities’ first duty in such a situation is to make sufficient money available for 
the successful prosecution of the war effort — as was evidenced during both World 
Wars I and II. Consequently, the peacetime performance of monetary policy is a better 
test of its efficacy. 


Providin gan elastic currency 


The Federal Reserve Act itself provided little in the way of guidance to the money 
managers of that day, because a fairly passive monetary policy was implicit in the basic 
legislation. Nonetheless, one of the purposes mentioned in the Act was amply fulfilled 
— the provision of an elastic currency. Prior to 1913, paper currency consisted partly 
of Treasury currency and partly of bank notes issued by the national banks. The ability 
of the national banks to issue currency was based upon certain U.S. Government 
bonds which bore the note-issue privilege. Yet, from the mid-1870’s on, the Treasury 
followed a vigorous program of reducing the outstanding public debt — and thereby 
curtailed the basis upon which the national banks might issue currency. The contrac- 
tion of the currency supply took place in a period of quite rapid economic growth, 
and thus this system of note issue provided at best a perverse elasticity relative to the 
needs of commerce. 
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The problem of an elastic currency was solved expeditiously through the issuance 
of notes that were the direct liabilities of the Federal Reserve Banks rather than the 
obligations of nationally-chartered commercial banks based upon U.S. Government 
security holdings. Commercial banks could meet the demands of the public for currency 
by obtaining necessary supplies from the Reserve Banks and charging their reserve 
accounts at the Reserve Banks. Conversely, these banks could handle a reverse flow 
by shipping returned currency to the Reserve Banks, receiving credits to their reserve 
accounts in the amount of currency shipped. 

Since the upper limit to the maximum amount of currency outstanding was raised 
so substantially by shifting the liability of the note issue from the national banks to the 
Federal Reserve Banks, the new legislation permitted the volume of outstanding cur- 
rency to be determined by the needs of trade and the demands of the public in general. 
The provision of an elastic currency, therefore, was one intent of the Federal Reserve 
Act that was met quickly and in a very satisfactory manner. 


Openin g the discount window 


Another purpose of the framers of this central banking legislation was to “afford 
means of discounting commercial paper.” The Reserve Banks were empowered to 
discount commercial paper—meeting the tests of eligibility as defined in the Federal 
Reserve Act—to provide reserves for member banks whenever the latter were pressed 
for funds. Upon presentation of eligible paper, a Reserve Bank would discount it, 
charging a discount rate determined by the directors of that Bank. 

The principle of discounting eligible paper was based upon a philosophy known 
as the “real bills” (or “commercial loan”) theory. This doctrine held that the only 
proper loans for commercial banks to make were short-term self-liquidating loans, such 
as merchants’ borrowing for inventory or manufacturers’ borrowing for raw-materials 
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purchases. The loans were self-liquidating in the sense that merchants or manufac- 
turers repaid their loans out of the receipts of the sales of goods originally purchased on 
credit. The basic rationale of the “real bills” doctrine was the expansion and contrac- 
tion of bank loans in accordance with the needs of trade; the purpose of the Reserve 
Bank discount function was the proper accommodation of bank-loan expansion. The 
discount rate—the cost to member banks of availing themselves of the discount privi- 
lege—was made a discretionary tool of policy in order to influence the volume of 
member-bank borrowing at the Reserve Banks. 


Thus, in considerable measure, the Federal Reserve Act envisaged a monetary 
system that would be principally self-regulating. One part of the money supply, the 
amount of currency outstanding, would be responsive to the demands of the public, 
since the Reserve Banks (through the agency of the member banks) would serve as a 
more or less passive supplier of currency. The other part of the money supply, demand 
deposits or bank credit, would also be determined by the private sector of the economy, 
although the Reserve Banks would play a less passive role in this area. As the level of 
business activity expanded, business borrowing from banks would increase apace. As 
the loan portfolios of the banks grew, the banks would be pressed for reserves and would 
resort to discounting eligible commercial paper. Then, as loans were repaid, banks 
would retire their indebtedness to the Reserve Banks. (It should be added that eligible 
paper served as part of the backing for Federal Reserve notes outstanding; thus, as 
member banks discounted paper with the Reserve Banks, this provided the basis for 
a potential expansion of the note issue. ) 


During World War I the conditions regulating the discount privilege were modi- 
fied in a manner that was to have a lasting effect upon this instrument of monetary 
control. Member banks thereafter were allowed to pledge U.S. Government securities 
and to receive advances to be credited to their reserve accounts. This change repre- 
sented a long step away from the “real bills” theory, because the link was now broken 
between commercial loans and other transactions which gave rise to the eligible paper 
that the member banks might discount to obtain additional reserves. Accordingly, 
banks could borrow from the Reserve Banks and the supply of total bank credit would 
increase without the restraint that self-liquidating and productive loans were expected 
to afford. 


Stability rather than accommodation 


In giving the Reserve Banks the power to set discount rates, Section 14 of the 
Federal Reserve Act simply provided that those Banks should set rates with a view to 
accommodating commerce and business. Differentials in discount rates at the Reserve 
Banks were at that time considered to be a proper response to geographic variations in 
the need for credit. Only later, as it became apparent that the nation’s money and credit 
markets had become predominantly national, did the discount rate tend to become 
uniform for all twelve Reserve Banks. 

The 1923 annual report of the Federal Reserve Board contained the most defi- 
nitive statement of discount policy. That report discussed the use of discount policy 
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Loans, time deposits surge upward during postwar period 
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as a tool for stability, although within the context of the accommodation of commerce 
and industry. But the discount rate was to be considered a discretionary instrument of 
policy and not to be established “by the simple expedient of any fixed rule or mechan- 
istic principle.” Changes in the rate were intended to promote or restrain the growth of 
credit at appropriate stages of the business cycle. Thus, the discount rate was not nor- 
mally to be considered as a penalty rate—that is, higher than the going market rate on 
commercial paper or on the paper rediscounted with the Reserve Banks. Rather, the 
rate was geared to move in sympathy with market rates, leading them when a change 
in monetary policy was called for. 

There have been occasions when the aims of accommodation and stability have 
been compatible—for example, during the recovery stage of the business cycle, when 
reserves should be made available to support an expansion in bank credit. There are 
other occasions, however, when the twin purposes of accommodation and stability may 
part company. Thus, as demands multiply during a vigorous business expansion, the 
supply of bank reserves and the cost of obtaining reserves through discounting should 
come under restraint if the goal of stability is to head off price inflation. A perpetually 
open discount window at a low discount rate (that is, accommodation) could not be 
expected to accomplish this end. 

The interpretation of discount policy in terms of stability rather than accommo- 
dation was a move away from the original concept of monetary policy as a purely 
passive instrument. Instead of simply reacting to ihe needs or demands of commerce 
and industry, policy in this discretionary form was designed to offset or moderate trends 
in bank credit in response to current developments in business activity. Then, as time 
passed, other instruments of monetary policy came to be used with the discount rate 
and were applied in the same discretionary manner. 
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Reserve requirements—an old policy tool 


Prior to the Federal Reserve Act, the legal reserves of banks consisted of cash in 
vault and balances held with other banks. But the new legislation then specified that 
only vault cash and balances held with Federal Reserve Banks would qualify for 
member-bank reserve purposes. To avoid serious dislocations in bank deposits, the 
transfer of funds to the Reserve Banks was spread over a 36-month period. The early 
installments were paid in gold, a procedure which had the advantage of concentrating 
the gold supply of the country in the central bank. 

To a certain extent, the reserve provisions applicable to the national banks under 
the National Banking Act of 1863 were carried over into the Federal Reserve System. 
For example, the National Banking Act’s tripartite classification of banks—central 
reserve city, reserve city, and country—was adopted for reserve purposes. But reserve 
requirements against demand deposits were reduced from the earlier 25, 25, and 15 
percent levels to 18, 15, and 12 percent, respectively, for the three classes of banks. 
Time-deposit reserve requirements, which had been identical with those on demand 
deposits, were reduced drastically to a uniform 5 percent for all classes of banks. The 
lower reserve requirements were designed to lure non-member banks into the System as 
well as to offset payments for capital stock in the Reserve Banks. 

Member-bank reserve requirements could not be described as a dynamic instru- 
ment of monetary control during the twenty years after 1914. The rationale for reserves 
against deposits was carried over from earlier times, when reserves were viewed prin- 
cipally as a guarantee of sufficient liquidity on the part of banks to ensure converti- 
bility of outstanding bank notes and deposits into cash. Reserve requirements could be 
considered as an instrument of monetary control only as the realization spread that the 
protection to depositors depended predominantly upon the quality and character of 
bank assets. Moreover, reserve requirements remained fixed by statute until 1933, 
despite a wartime attempt by the Federal Reserve Board to obtain legislation which 
would permit the Board to raise reserve requirements as an emergency measure. 

In 1933 the Thomas Amendment to the Agricultural Adjustment Act gave the 
Federal Reserve Board, subject to the approval of the President, the power to change 
reserve requirements against outstanding deposits of member banks. The Banking Act 
of 1935 then gave the Board of Governors full authority on its own initiative to change 
reserve requirements within a specified range. This range was defined by the existing 
reserve requirements, which had been unchanged since World War I, and an upper limit 
of double those requirements. 


New uses for an old tool 


The Board of Governors subsequently has exercised its power to alter reserve 
requirements on a number of occasions and for a number of reasons. During 1936 
and 1937, when the inflow of gold and the weakness of the demand for bank credit 
had led to member-bank accumulation of very large excess reserves, requirements were 
raised to the upper limit so as to offset the possibility of a credit expansion that could 
not have been countered through Federal Reserve sales of securities in the open mar- 


Pp 
n 
W 
re 
el 
Pe 
7 
6 
5 
4 
3 
2 
0 
8 
7 
) 
6 
4 
3 
2 
0 
1914 
| 


ket. The increase to the upper limit of reserve requirements did not absorb all of the 
excess member-bank reserves, but since this action caused a sharp reduction of excess 
reserves in relation to System securities holdings, it made open-market operations a 
potentially effective instrument of monetary control. 

After being reduced as an anti-cyclical measure in 1938, reserve requirements 
were again raised to the maximum in 1941, as a means of combating the inflationary 
potential inherent in the vast increase in Federal defense spending. In 1942, require- 
ments against demand deposits in the central reserve cities (New York and Chicago) 
were reduced to the level of reserve-city bank requirements, since New York and 
Chicago banks had been losing funds to banks in the rest of the country. Reserve 
requirements remained at these levels until 1948, when temporary legislation was 
enacted allowing an increase of 4 percent against demand deposits and 12 percent 
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against time deposits. This step was taken in response to a sharp increase in bank 
reserves, which reflected heavy sales of Government securities by insurance companies 
and other investors and the Federal Reserve’s commitment to purchase securities in 
support of the Government bond market. Requirements against demand deposits for 
reserve city banks and country banks and against all time deposits were increased above 
the permanent upper limit, but not to the maximum permitted by the temporary legis- 
lation. Finally, in 1959 and 1960, two structural changes were made in reserve require- 
ments; vault cash became eligible for reserve purposes for the first time since 1917, 
and the central-reserve-city bank classification was abolished, with reserve requirements 
for banks in this category reverting to the reserve-city bank requirements. 


The most recent increase in reserve requirements took place in early 1951, in 
order to restrain the inflationary expansion of bank credit which followed the outbreak 
of the Korean War. Since 1952, however, changes in reserve requirements all have 
been downward. Recent changes in reserve requirements thus have been made in a 
cyclically asymmtrical fashion, as requirements have been lowered in recessions as an 
expansionary measure but have not been raised when monetary policy otherwise moved 
toward restraint. Where restraint has been called for, open-market operations and dis- 
count-rate increases were used to tighten credit conditions. 


The most important chapter 


Undoubtedly the most important chapter in the development of Federal Reserve 
policy is that concerned with open-market operations. The purchase and sale of Gov- 
ernment securities to increase or decrease member-bank reserves is now the mainstay 
among monetary control instruments. The ease and speed with which open-market 
operations can be undertaken make this an admirable instrument for offsetting short- 
run fluctuations in the level of member-bank reserves and for implementing policies of 
credit ease or restraint. 


Although open-market operations in their present context were probably not en- 
visaged by the framers of the Federal Reserve Act, Section 14 of that Act empowered 
the Reserve Banks to buy and sell U.S. Government securities, as well as notes, bonds, 
and warrants of state and local governments and bills of exchange. In spite of the 
inclusiveness of this provision, the emphasis was upon bills of exchange or bankers’ 
acceptances. One of the early hopes of Federal Reserve officials was that a broad and 
viable bill market would be established in this country. With acceptances drawn to 
finance the sale of goods domestically and abroad, the volume of acceptances out- 
standing would fluctuate with the flow of goods and thereby reflect the credit needs 
of commerce. Thus, open-market purchases and sales of these instruments would affect 
the interest rates they bore and give force to the discount rates which the Reserve Banks 
were charging for such types of paper presented for member-bank rediscounting. 


However, open-market operations did not develop along expected lines. The bank- 
ers’ acceptance did not develop as a means of short-term financing in this country, 
since businessmen generally utilized other means of commercial-bank financing. And 
although the Federal Reserve Act made provision for the purchases of Treasury secu- 
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rities, the first purchases were made under Section 18 of the Federal Reserve Act, which 
provided for the sale by national banks to the Federal Reserve of Treasury securities 
bearing the note-issue privilege. 


Serendipity in central banking 

The realization that purchases and sales of securities in the open market could be 
used to regulate bank reserves was one of the happiest instances of serendipity in cen- 
tral banking history. Until the end of World War I, member bank borrowings had been 
substantial, and the earnings of the Reserve Banks from interest on such borrowings had 
been more than sufficient for their needs. However, with the large inflow of gold after 
the war, the banks were in a position to repay their indebtedness at the Reserve Banks. 
This occasioned a reduction in Reserve Bank earnings, and these Banks thereupon 
began to purchase Treasury securities to bolster their earnings. But after they made 
such purchases, their total earning assets remained unchanged, for as the Reserve 
Banks purchased securities, the member banks reduced their borrowings. This recipro- 
cal relation between member-bank borrowing and open-market transactions in securi- 
ties was preserved when the Reserve Banks sold securities, for as the member banks 
incurred reserve deficiencies, they turned to the discount window. 

Problems arose as the individual Reserve Banks engaged in open-market opera- 
tions for their own account. This lack of coordination led to unsettled conditions in 
the market for Government securities and operated against the Reserve Banks as they 
bid up the prices of these securities. Accordingly, an informal committee of five Gov- 
ernors (now Reserve Bank presidents) was set up in 1922 to handle open-market 
transactions for the Reserve Banks. While this arrangement served to provide a more 
orderly basis for the execution of securities transactions, these operations were not yet 
considered an instrument of monetary policy. But in 1923 the Federal Reserve Board 
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reorganized the committee—though it did not change the membership—and thus lent 
the authority of the Board to the actions of the committee. In the same year, the 
Treasury securities of the Reserve Banks were combined into a single System open- 
market investment account with shares pro-rated on the basis of Reserve Bank assets. 


In 1930 all of the Reserve Banks were given representation in the Open Market 
Policy Conference, as the committee had come to be known. The decisions of the 
Conference were subject to the approval of the Federal Reserve Board, and upon this 
approval recommendations would be submitted to the Reserve Banks. If a Reserve Bank 
disagreed with the Conference’s recommendations it was free to refuse to participate in 
the recommended transactions, though it was expected to inform the Board and the 
Conference Chairman of the reasons for its refusal. 


The Open Market Policy Conference was unwieldy, since it combined a decision- 
making group with two levels of approval. The Banking Act of 1935 thus amended 
Section 12A of the Federal Reserve Act to centralize open-market operations in a 
single agency designated as the Federal Open Market Committee. This committee was 
made up of the seven members of the Board of Governors (as the Federal Reserve 
Board was newly designated), the president of the New York Federal Reserve Bank, 
and four members chosen on a rotating basis from among the Presidents of the other 
Reserve Banks. It is today the most influential group in the Federal Reserve System, 
representing as it does both the Reserve Banks and the Board of Governors. 


Policy in time of emergency 

Open-market operations have been the principal instrument of monetary policy 
since 1951, and such operations have helped give force to changes in the discount rate 
and in reserve requirements. These three basic weapons of monetary control have been 
used to affect the cost and availability of bank credit with no attempt to guide the flow 
of credit into particular channels or uses. But the System also has been called upon to 
administer specific credit controls (on a temporary basis) in time of emergency. 


The Federal Reserve System has been tested in two general wars and a major 
police action during its half century of existence. On such occasions the general aims 
of credit policy have of necessity been subordinated to the successful financing of the 
Treasury’s demand for funds and to the prevention of price inflation. In World War I, 
reserve requirements were reduced and rediscounting procedures were modified to 
permit the advance of funds to member banks upon their notes secured by Treasury 
obligations. In World War II reserve requirements against U.S. Government deposits 
were suspended to allow the banks to purchase a large part of the Treasury issues floated 
to finance the substantial wartime deficit. The Federal Reserve also supported the Gov- 
ernment bond market during this period, in order to maintain a stable and low level 
of interest rates on public-debt issues. This arrangement was continued until the famous 
Treasury-Federal Reserve “Accord” of 1951. 

The comprehensive system of rationing initiated in World War II extended to the 
credit markets; under executive authority, control over this type of rationing was dele- 
gated to the Federal Reserve System. Minimum downpayments and maximum matu- 
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rities for repayment were prescribed for consumer credit. (Similar restrictions were 
imposed during the Korean conflict, and were also extended to the field of real-estate 
credit.) These credit curbs were imposed because of the necessity to forestall the rise in 
prices that would have resulted from the private sector's bidding for resources employed 
in the war effort. 


Although most emergency controls were dropped after the war, the System still 
maintains two selective controls which grew out of the troubled times of the 1930's. 
The Board of Governors is authorized to set margin requirements for loans to purchase 
securities and to establish maximum rates of interest which member banks may pay on 
time and savings deposits. The stated goals of these restraints are to check some of the 
excesses that marred the performance of the 1920's and 1930°s—specifically, the spec- 
ulative flow of credit into the stock market and the destructive competition among 
banks for deposits. 


Operations in forei gn currencies 


A major recent advance in monetary policy has been the development of “swap” 
arrangements between the Federal Reserve and foreign central banks. At present, 
there are a dozen of these, providing for $2.65 billion in reciprocal drawings. Recip- 
rocal credit arrangements were first undertaken in February 1962 for the express pur- 
pose of offsetting or compensating “. . . when appropriate, the effects on U.S. gold 
reserves or dollar liabilities of disequilibrating fluctuations in the international flow of 
payments to or from the United States and especially those that are deemed to reflect 
temporary forces or transitional market unsettlement.” The intent is not to eliminate 
all variations in exchange rates, for these may arise from seasonal patterns arising 
out of the flows of goods moving in international trade. The purpose rather is to counter 
movements of highly volatile short-term balances of a disruptive or speculative nature. 
Variations in exchange rates that result from fundamental changes in financial rela- 
tionships between countries would fall outside the scope of foreign currency operations 
through the “swap” agreements. 


The formal decision to enter into this type of correspondent relationship with 
central banks in other countries was taken against the backdrop of a large and con- 
tinuing deficit in our balance of payments with other nations. Symptomatic of the 
problems recently encountered was the speculative pressure against the dollar in late 
1960, when the price of gold rose to over $40 an ounce on the London gold market. 
But the precedent was set in the 1920's, although the reasons for the operations and the 
techniques used were different in that earlier episode. In the mid-1920’s, the System, 
acting through the Federal Reserve Bank of New York, granted credits to several Euro- 
pean central banks so as to enable their countries to return to the gold standard, which 
they had left during World War I. The authority to deal with foreign central banks is 
found in Section 14 of the original Federal Reserve Act, which empowered the System 
to buy and sell cable transfers and bills of exchange. 


Although the foreign operations of the System are small by comparison with its 
domestic functions and responsibilities, they are nonetheless important. Since the dol- 
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lar is a key currency in the world of international trade and finance, close cooperation 
with foreign central banks forms a vital counterpart to the traditional domestic mone- 
tary policy responsibilities of the Federal Reserve. 

As this survey shows, there have been many changes in the structure of the econ- 
omy and in the functions of credit institutions in the fifty years since the founding of 
the Federal Reserve System. And in this time, the Federal Reserve has added to and 
modified its instruments of monetary control to fit changing conditions.In particular, the 
discount rate, which was originally envisaged as the principal instrument of monetary 
policy, has given way to open-market operations as the mainstay of central-bank policy 
implementation. 

Even more striking than the changes in Federal Reserve policy tools has been the 
revised orientation of policy. In the beginning the emphasis was simply upon the 
accommodation of the credit needs of commerce, industry, and agriculture. This idea 
of accommodation was based upon the theory that the economy’s needs for credit were 
essentially self-regulating, with the Federal Reserve providing only a nudge or a check 
through the administration of the discount window. But the emphasis has gradually 
shifted over time. Finally, under the Employment Act of 1946, the Federal Reserve 
System has assumed a commitment to assist in the promotion of full employment, price 
stability, and a sustainable rate of economic growth. The area of discretionary action 
has been widened, and the System has taken a more positive stand in the furtherance 
of these goals—taking the initiative rather than simply accommodating itself to the 
credit needs of the economy. 


Over the fifty years of its life, the Federal Reserve System has gradually been forged 
into one of the most important instruments for making money serve the economic 
goals of democracy. Nowhere is this process better depicted than in open market 
operations. For in them are interwoven two great endeavors. One of these has been the 
effort to manage money in the public interest rather than treat it as a semiautomatic 
and somewhat occult mechanism. The second struggle has been to subject money 
management to an effective unified control, while preserving the local and practical 
participation which is inherent in our concept of democracy. 
—W. Randolph Burgess 
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THE WEST AS PRODUCER 


... PRODUCER 


ROWTH AND CHANGE — but especially growth— have been the hallmarks of 
Western economic history. The growth spiral set in motion a century ago with 
the discovery of gold has continued virtually unchecked into the present day. 

But the treasure-seeking 49’ers in the Sierra and the 98’ers in the Yukon have probably 
been less important actors in this drama than the multitudes of less-famous migrants— 
such as the 86’ers who took advantage of the dollar fare from Kansas City to Los 
Angeles and thereupon set off the first of the many real-estate booms that have trans- 
formed that once-sleepy adobe pueblo. 

In any event, the West has exhibited to an intense degree the prime ingredients of 
growth, including a pervasive expansionary spirit and a heavy rate of investment super- 
imposed upon (or perhaps the consequence of) a burgeoning population. The data on 
growth of real (price-adjusted) income amply bear out this phenomenon. Just since 
1929, for example, the total income of the Western seaboard has increased by 4 per- 
cent annually—roughly twice the growth rate of the Eastern seaboard. 


Mi gration and leadin g sectors 


Per capita income in the West has grown more slowly than it has elsewhere, 
although the Western figure even now is almost one-fifth above the national level. 
Thus, the more rapid increase in total Western output must be attributed primarily 
to the heavy inflow of migrants. But neither the last half century, nor the preceding 
period, has recorded any noticeable slowdown in the inflow. The states of the Twelfth 
Federal Reserve District—that is, the seven states on the Western slope of the Conti- 
nental Divide, plus Alaska and Hawaii—just since 1914 have seen their population 
grow from 6 million to 27% million. And, although these states accounted for only 
6 percent of total national population in 1914, they have since been responsible for 
almost one-fourth of the nation’s total population growth. 

Migration and population growth have varied from decade to decade, in accord- 
ance with job opportunities throughout the region. Thus the growth rate declined dur- 
ing the depression decade of the 1930's, just as it had during the bad times of the 1890's. 
But during other periods—the 1920's, the 1940's, and again in the postwar decades— 
population growth has zoomed in response to job opportunities, and this growth in its 
turn has created further employment gains. 

In dollar terms, the statistics have been even more striking. For example, personal 
income in District states has increased from about $3 billion in 1914 to $80 billion 
in 1964. Crucial to the growth process has been the rapid development of several lead- 
ing sectors which spurred the region as well as the nation forward in a sustained drive 
to maturity. Following its earlier period of economic takeoff, the region during this 
century has been dominated by several key sectors which triggered a chain reaction of 
economic activity. These dominant sectors were “export” industries capable of produc- 
ing commodities that the rest of the world could not produce at the same price or with 
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the same skill. Just as gold, silver, wheat, and cattle had dominated the piecemeal 
growth of the 19th century, in the more recent past the oil boom, the processed-foods 
boom, and in particular the aerospace-manufacturing boom have spurred the region’s 
burgeoning growth and altered its industrial structure. 

In the postwar period alone, income from manufacturing and construction has 
more than quadrupled in California, and it has grown almost as rapidly in other Dis- 
trict states. Today these sectors account for fully one-third of California’s industrial 
income and for more than one-fourth of income in other District states. On the other 
hand, over this same period the combined share of agriculture and mining has dropped 
from about 12 to 4 percent in California and from about 15 to 7 percent in other Dis- 
trict states. Nonetheless, these traditional export industries continue to play a very im- 
portant role, even though their direct contribution to income has dropped far below 
that of manufacturing and other growth sectors, such as services and government. 


The crucial export industry 


In manufacturing, the West has increased its share of total value added from about 
5 percent in 1914 to almost 13 percent today. (California’s share of the national total 
has tripled in the last half century.) Growth has occurred in almost all manufacturing 
categories, but the most striking development has been in aerospace and other defense- 
related manufacturing. 

This sector, which accounts for about one-third of total manufacturing employ- 
ment in District states, has been the source of almost two-thirds of the total increase 
in manufacturing employment over the postwar period. (It has also been a somewhat 
unstable sector; employment dropped from 700,000 to 130,000 in the early postwar 
period, rose sharply in later years, and then dropped in the 1962-64 period from 
650,000 to 580,000. ) 
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Factory and government work generate most Western growth 
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The dominant position of aerospace manufacturing has been achieved mostly in 
the past decade. In World War II the Twelfth District accounted for 13 percent of 
military prime contract awards; during the Korean War it increased its share to 18 per- 
cent, but then in the early 1960's it expanded its share even more, to 30 percent. To 
cap this climax, District states accounted for about one-half of total space spending 
during NASA’s first several years of full-scale operation. 

The West admittedly gained a head start during and after World War II, as mili- 
tary demand transformed a number of small aircraft fabricators into giant enterprises 
capable of turning out tens of thousands of military aircraft. During this period, while 
missile technology was in its infancy, the Federal Government encouraged these firms 
to utilize their plant facilities and technical skills in creating new types of weapons. 
Consequently, many of these aircraft firms developed new capabilities in the missile and 
space fields and improved their positions as major government contractors. But this 
development explains only the head start; the major factor behind the West’s present 
dominance is the strength of Western aerospace firms and research centers in research- 
and-development work. 


Importance of RGD 


District states have accounted for about one-half of total R&D spending in recent 
years. The region’s aerospace firms have conducted or managed the research, design, 
development, and test work on many major new weapon systems. Consequently, they 
have been in a very strong position to compete for follow-on production contracts and 
for new developmental contracts as well. 

Underlying this dominance in research and development is the availability of 
highly specialized scientific, engineering, and technical manpower, along with special- 
ized labor facilities and production skills. In particular, the “footloose” R&D industry 
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depends on footloose scientists who prefer Western educational and working condi- 
tions. With some of the world’s leading scientific schools, the West produces a dispro- 
portionate share of the nation’s scientists; California alone has produced about 15 
percent of the nation’s total output of physicists over recent decades. And what the West 
fails to grow, it can easily import; in recent years, for example, almost one-fourth of 
the nation’s new physicists went to work in the West after receiving their doctorates, 
even though only one-tenth of that group came originally from this region. 

On the basis of a strong concentration of outstanding scientists and technicians, 
Western universities and their satellite research centers have managed to attract a very 
large share of the nation’s R&D contracts. On the basis of the scientifically interesting 
and profitable work created by such contracts, R&D spending in turn has managed to 
attract into the Western orbit a disproportionate share of the nation’s outstanding 
scientific personnel. The process has been a circular one, but it has stimulated the key 
export sector which has created the West’s remarkable postwar achievement. 


Importance o f the land 


What of the sectors which dominated the growth process in earlier decades? 
Agriculture, for one, despite its relative decline, is still a crucial sector. It is not only a 
supplier of food for a growing population but is also an important support of many 
other industries. Over the past half century, farm cash receipts have increased from 
$1 billion to $5% billion, on the strength of a doubling of farm prices and a tripling 
of output. The farm sector’s most prosperous period, of course, was the war period of 
the 1940’s — cash receipts at that time jumped from $1 billion to $4 billion — but 
following a postwar readjustment it has again shown strength in more recent years. 

Over this half century the West has maintained a relatively stable 60-40 relation- 
ship between crop receipts and livestock receipts. Moreover, the nation’s fruit-and- 
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vegetable industry has become increasingly concentrated in this region. On the basis 
of improvements in transportation and manufacturing technology, Western-processed 
fruits and vegetables have found an ever wider national and international market. 
Western farmers have increased their acreage from 65 to 165 million acres since 
1914, despite the inroads of urban and highway development. (The District now con- 
tains 14 percent of total U.S. farmland — twice the share of a half-century ago.) But 
the number of farms and the number of farmers have declined since 1914, so that the 
average District farm is now about 640 acres, or twice the national average. Even so, 
each of those acres now produces about 2 2 times as much output as in 1919. Behind 
this rapid increase in farm productivity stands a rapid increase in mechanization and 
in improved farm techniques; since World War I, the number of tractors on Western 
farms has increased 15 times, while spending for fertilizer has increased 20 times. 


Food, timber, oil, metals 


Agricultural and other raw materials provided the underpinning for the West’s 
manufacturing industry of 1914. Food processing and lumber accounted for half of 
total manufacturing employment in that period, whereas they now account for less than 
one-quarter of the total. Both of those industries got their start before the turn of the 
century; the first Western cannery, for example, was established in 1858. Food 
processing, based upon the cornucopia of Western raw materials, initially served only 
the regional market, but improvements in manufacturing technology and in transpor- 
tation later permitted its market to encompass the entire world. The recent past has 
also been noteworthy, despite the industry’s relative decline. Postwar innovations, such 
as the development of freezing techniques, have caused food-processing employment 
to double during the postwar period. 


The vast timber stands of the Northwest states provided the basis for another 
leading sector of a half century ago — the lumber industry. District states already 
accounted for 17 percent of a record national production of 45 billion board-feet in 
1910, and by the 1960's they increased their share of national production to 55 per- 
cent. But Western sawmills and planing mills today account for only 3 percent of the 
region’s total value added by manufacturing, as compared with 17 percent of the total 
in 1929. On the other hand, the pulp-paper-plywood segment of the industry has shown 
remarkable strides during the postwar period, and thereby provides a bright key to 
the industry’s future. 


Another growth-generating sector has been the oil industry, which has produced 
12.5 billion barrels of crude petroleum for Western and other markets during the past 
fifty years. The petroleum industry was only in its infancy in 1914, but even then 
California’s crude petroleum output totaled $47.5 million — well over twice the value 
of California’s gold production during the year. In fact, that state’s oil wells yielded a 
much larger proportion of the nation’s output then than now — over one-third in 1914 
as compared with one-ninth in 1964. 


California’s production of crude petroleum expanded to reach a peak of 365 
million barrels in 1953, but this expansion failed to match the growth of the Western 
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market. With production trending downward since 1953 and demand continuing to 
grow, the District’s dependence on imported supplies of both crude and refined petro- 
leum products has substantially increased. In 1964, roughly one-third of the crude 
petroleum processed by District refineries was from outside sources. 

Metal mining, another major source of earlier Western growth, has also grown in 
dollar terms, despite a relative decline. Over the half century, District states have 
experienced a fourfold expansion of metals output, to about $700 million — and today 
they account for more than two-thirds of national output, as against less than one-half 
of the total in 1914. For example, copper — the most important Western metal — 
has recently found a strong market on the basis of increased copper usage in electrical 
wiring, plumbing, and auto parts. 


Aluminum and steel 


The two major metal-manufacturing industries — aluminum and steel — have 
recorded diverse experiences in the postwar period, following their rapid war- 
time buildup. Aluminum, a dominant industry in the Pacific Northwest, has not main- 
tained its share of the national market since its wartime high. Steel, a dominant industry 
in Utah and Southern California, has on the other hand continually enlarged its share 
of the national market. 

The District’s aluminum industry, despite a 75-percent gain in output, has seen 
its share of the national industry drop from about one-half to one-quarter over the 
postwar period. For one reason, there has been a relative decline in military aluminum 
requirements — the source of wartime demand. For another reason, the Northwest 
industry has suffered competitive inroads from new plants located in the Ohio- 
Mississippi valleys, which are much closer to the principal Eastern markets. 

The District’s steel industry has added a postwar boom atop the wartime boom 
generated by shipbuilding and other defense requirements. In the postwar period it has 
increased its share of national capacity from 3 to 5 percent. Today the regional industry 
supplies 60 percent of the Western demand for steel mill products, and it holds a 
dominant position in tinplate, pipe, and plates for construction and canning use. None- 
theless, in recent years it has been forced to withstand a strong challenge from foreign 
steel imports; these imports now account for about 16 percent of the Western steel 
market as against 6 percent in 1958. 
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Construction—mighty and volatile 


A half-century’s growth in Western manufacturing has been accompanied by an 
equally remarkable growth in construction. The construction industry during this period 
has housed hundreds of new industries and millions of new workers, and in the process 
has transformed the Western landscape. The region’s growth, in other words, has 
created the need for expanded industrial cities, for completely new suburban com- 
munities, for power and communication networks, for reclaimed and irrigated land, 
and for ribbons of concrete to tie the rural and urban communities together. 

Construction has been the West’s most volatile industry. The housing of new 
industries and new populations has not been an even process but rather has occurred 
in several waves, concentrated in the 1920's, the 1940's, and again in more recent 
years. But the industry has continually increased its share of the national industry; 
Western construction employment has risen from about one-tenth to one-fifth of the 
U.S. total over the past several decades. 


Western housing has been a dominant element on the national scene, not only 
because of the unique architectural characteristics of the Western home but also be- 
cause of the sheer numbers involved. Western housing starts, for example, today exceed 
the nation’s total starts a half century ago. In the pre-depression era, District states 
accounted for about 20 percent of the nation’s total housing starts, but today their 
share is up to 27 percent of the total. Moreover, the accelerated pace of Western con- 
struction is exemplified by the youth of the region’s housing stock; fully one-half of 
Western houses were of postwar construction in the 1960 census year. In addition, 
much of the nation’s recent apartment-building boom has centered in this region; in 
1963, more than 40 percent of new housing starts in the West were multifamily units, 
as opposed to about 30 percent of the total in the rest of the nation. 

Other Western construction has accounted for a smaller share of the national 
total. Nonresidential construction in recent years has accounted for less than one-fifth 
of the U.S. total, as against the one-quarter share for the housing industry. But rapid 
growth has been as conspicuous in this segment of the industry as in housing. The past 
half century has seen most of the vast hydro-electric power potential harnessed (only 
Alaska remains). And commercial building, with its periodic spurts of activity — 
especially in hotel and office building — has continued to renew and enlarge the 
facilities of trade and commerce. 

Public-works construction was important in some of the depression years, and was 
accentuated by military construction during the war. Highways in particular were an 
important countercyclical factor during those years, since highway spending increased 
rapidly during the depression years and dropped off during the war. Overall, highway 
construction spending has experienced a tenfold increase, and hard-surfaced Western 
roads have increased from 5 to 32 thousand miles, over the past half century. The well- 
traveled Western road to prosperity, originally paved with gold, thus has now acquired 
a heavy overlay of concrete. 


at 


> 
1 
a 


THE WEST AS TRADER 
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RITING back home to Spain in 1794, the Governor of California reported: 

“This is the most peaceful and quiet country in the world; one lives better 

here than in the most cultured court of Europe.” Despite the element of 
exaggeration in his report, enough people believed it to come and see for themselves. 
Then, once here, they created not only the wide range of Western industries but also 
the large, affluent, and sophisticated Western market of today. In the process, these 
producers and consumers secured for the West a leading position in national and 
international trade. 


Heavy migration, even before the last half century, was an important factor in 
the development of the Western market. But in recent decades the migration has been 
helped by the fact of the nation’s prosperity and mobility; Americans, in other words, 
have the means to go anywhere in search of a more luxurious way of life. This hedonist 
American spirit, combined with the constant creation of job opportunities by the 
diverse regional economy, has been a continual spur to growth. 


The District market, in terms of personal income, has grown from perhaps $3 
billion in 1914 to $80 billion in 1964. Thus, the District today accounts for one-sixth 
of the total American market, or roughly twice the share of a half century ago. More- 
over, the average Westerner (especially in Nevada or California) has more dollars at 
his disposal than the average American. Outside the West, per capita income in 1964 
was about $2,500 — but the District per capita income that year was $3,000. The 
average Westerner also tends to be a pacesetter of American style — the style typified, 
for example, by ranch houses, sports cars, power boats, stereo sets, and California 
wines. So the market open to the aggressive trader, whether American or foreign, is a 
stimulating one indeed. 


On the waterfront 


In foreign trade, the productive talents as well as the consuming habits of the 
Western population have led the West to a strong position over the past half century. 
In this period, Western shipping and Western trade have benefited from the increasingly 
active participation of the nation in international affairs and from the natural advantage 
afforded the Far West by its seacoast location. On the other hand, as foreign trade has 
advanced in step with the closer ties between the nation and the world — and in step 
with the rapid population and economic growth of the West — other factors have led 
to a decline in domestic shipping trade. 

Even before World War II, the domestic shipping trade simply limped along 
despite the boost to traffic afforded by the opening of the Panama Canal. During much 
of that period, the trade was plagued by rising costs, unfavorable rate structures, 
frequent work stoppages, and especially by competition from railroads, trucks, and 
pipelines. Then, when domestic service was suspended during World War II, the death 
knell was sounded. Today, intercoastal traffic survives for bulk cargoes of low value 
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and great weight, such as lumber and petroleum, but general cargo traffic in the 
domestic trade has largely disappeared. 

Happily, the decline in domestic waterborne trade has been offset by the growth 
in foreign trade. Imports have increased in line with the increased needs of Western 
and national manufacturers and in line with the great size and impressive affluence of 
the Western consumer market. Moreover, District exports have increased in line with 
the diversification and growth of Western industry, the increase in foreign markets for 
Western products, the removal of trade restrictions abroad, and the expansion of grants 
and sales of American farm products through government programs. Thus, in 1964 
District ports accounted for 11 percent of the value of U.S. exports and 13 percent of 
the value of U.S. imports — in each case almost twice the share of 1914. 

Originally the West shipped only the products of its fields and mines and forests, 
but then the growth of industrialization brought about a more varied trade. California’s 
oil resources made the West a net exporter of petroleum until the 1950's, at which time 
the expansion of the regional market converted it into an oil importer. The industrial 
growth of the West by now has made the region an importer of industrial raw materials 
as well as an exporter of metals and machinery. Technological progress has also altered 
the commodity somposition of trade — causing, for example, increased trade in 
synthetic products and a decline in imports of such materials as rubber and silk. Rising 
living standards have had a similar effect; for example, barley exports have been 
diverted to domestic uses such as cattle feed, and imports of specialized food products 
have been stimulated. (Western living styles also have encouraged auto importers to 
import foreign cars at twice the national rate. ) 

The strength of the foreign export trade is increasingly important to the strength 
of Western industry and thus ultimately to the strength of the region’s purchasing 
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power. According to a recent Commerce Department survey, the export of manufac- 
tured and agricultural products is now a substantial share of total shipments in every 
Western state. In 1963 California led the rest of the nation in the export of manufactured 
products. In specific products, California was first in the export of transportation 
products and fourth in the export of electrical machinery, while Washington was first 
in paper exports and second in lumber exports. Moreover, export trade in agricultural 
products accounted for one-fifth of the District’s total farm marketings in that year. 


Change and the shoppin g center 


In domestic trade, the West accounted for $40 billion of the nation’s $244 billion 
retail market in the 1963 census year. (Between the 1929 and the 1963 business 
censuses, retail sales increased eightfold in the District as against a fivefold gain in 
the rest of the country.) Among other things, Westerners in 1963 spent over $812 
billion at food stores, $7% billion at auto dealers, and $51% billion at department and 
variety stores (not to mention $2 billion each at furniture and apparel stores). And 
sales performances in some luxury categories were strikingly great; for example, 
Western aircraft and boat dealers increased their sales five times in the postwar period 
alone, and thus accounted for almost one-fourth of the national market by 1963. 

The growth of retailing is reflected in a strong rise in department-store sales, and 
yet this is only one of the slower moving elements in the total consumer market. In the 
District, department-store sales have increased more than 52 percent annually in the 
postwar period, as opposed to a rise of 4 percent annually in the rest of the country. 
But this growth has occurred in the face of a relative decline in clothing and house- 
furnishings, which have traditionally provided the backbone of department-store sales. 
In the first postwar decade, the share of these products in Western family budgets 
dropped from about 18% percent to 14% percent, as consumers instead concentrated 
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their purchases on items which are not sold over the counter — that is, services. 

Department stores and other retail outlets, especially those in the older down- 
town centers, have had to face intensified competition from the increased consumer 
demand for services — and downtown stores also have had to face intensified competi- 
tion from cheaper and more convenient stores located in suburban centers. The auto- 
mobile, a revolutionary object here as in other fields, has led to the desertion of 
downtown centers by industries and workers and to the building of comprehensive 
shopping centers close to suburban living areas. 

In the new suburban centers, the advantages of proximity, parking facilities, and 
informality have largely offset the advantages — the variety of goods and grandeur of 
style — offered by the older downtown centers. In recent years, however, the traditional 
retail outlets (in the West as elsewhere) have been able to regain part of their com- 
petitive position by opening small branch stores in suburban centers, by adopting self- 
service features in certain departments, and by emphasizing service in those fields where 
high style is still important. 


On the highway 


The automobile market represents, to an outstanding degree, the Western hall- 
marks of rapid growth and rapid change. In the fifty years separating the Mustang 
from the Maxwell, the West, more than any other region, has typified the American 
consumers’ close involvement with this revolutionary 20th century product. Today, for 
example, Los Angeles County alone contains 4 million cars, or as many as the entire 
nation possessed at the time of World War I. Moreover, ownership is almost universal; 
the nine million Western households boast an 84-percent rate of car-ownership, as 
opposed to a 76-percent rate elsewhere in the nation. 
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In the prewar period, Western auto sales followed the same cyclical pattern evident 
in the rest of the country. A strong upward trend, however, has been the dominant 
feature of the District’s postwar market. Thus, auto sales increased during both the 
1949 and the 1954 recessions, as buyers attempted to make up for the lack of buying 
opportunities during the preceding wartime periods. A relative slowdown occurred in 
the market in the late 1950's, as the unit-sales record made in the 1955 banner year 
was not matched again until 1963. But the total sales performance of the postwar 
period could rightly be described with the auto salesman’s favorite word — “blistering” 
—in view of a 7-percent annual average rate of growth recorded in that period. 


Tinsel, glamor, and the future 


The West as trader, then, has for a half century exported the workaday products 
of its factories and fields, in return for all kinds of exotic foreign products. But the 
West too has exported the most exotic of products — the tinsel and glamor of Holly- 
wood. Throughout the decades, motion pictures have been a relatively minor Southern 
California industry in terms of employment, but a major factor in the spread of Western 
influence throughout the world. 


The key date in the industry’s history was 1913, when several independent pro- 
ducers rented a barn at the corner of Sunset and Vine, invested $6,000 in the 
production of a picture entitled “The Squaw Man,” and within three years recovered 
$4 million from their investment. The Hollywood location had the advantage of 
proximity to several film-processing firms and, in addition, the priceless asset of sun- 
shine, which was essential for proper shooting schedules in those days before the advent 
of kleig lights. But even today, Southern California remains the center of the motion 
picture industry — and its offshoot, the television industry — despite the advantage 
given to overseas locations by lower costs and tax regulations. About half of those now 
engaged in the production and distribution of films work in Hollywood, and from that 
center they export dreams throughout the world. 


The West as trader, then, is functioning not only as an exporter and importer of 
all types of goods and services. As consumer and style-setter, it is also creating the 
pattern of the trade of the future, and is thereby assuming an ever-greater role in the 
American and world markets. In the words of the novelist Wallace Stegner, “The 
ferment is not simply economic, not just a building boom and the skyrocketing of the 
electronics and aircraft and missile industries. This society — urban, opulent, anxious, 
energetic, growing at a furious rate — is the national culture at its most energetic . . . 
It is not a region but the mainstream, America only more so.” The novelist’s report of 
today, like the Governor's report of two centuries ago, undoubtedly contains an element 
of exaggeration — but those who read it and come to see for themselves may well bring 
it closer to reality. 
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APID growth has been the hallmark of Western financial history, just as it has 

been in all other fields of Western development. Over the past fifty years, 

Twelfth District commercial banks have increased their loans 24-fold 

and their deposits almost 30-fold, and in each case the growth rate has been at least 

twice that recorded elsewhere. The rapid expansion in financial activity clearly has 

been decisively influenced by the rapid pace of business activity in the West. More- 

over, the strength of the underlying business trend has helped temper loan and deposit 
declines in recession periods. 


But the growth of Western banking also has been influenced by the pioneer spirit 
which has permeated all Western activities. Unencumbered by tradition, Western banks 
have been flexible and even unorthodox in their approach to credit policy and organ- 
izational structure. And their growth has been aided by other special factors. District 
finance has benefited from a wide diversification of economic activity; unlike other 
areas based predominantly upon either agriculture or manufacturing, the District has 
had an increasingly wide base in all types of economic activity. Financial activity also 
has benefited from a heavy net inflow of government funds during emergency periods, 
such as World War II and the Korean War. Again, it has benefited from the high ratio 
of (relatively stable) time deposits to total deposits, as well as from the high ratio of 
(relatively stable) real estate loans to total loans. 


At the same time, the rapid growth of financing needs of this growing area has 
caused it to be a capital-deficit area. Consequently, the relative shortage of loanable 
funds has created a higher level of interest rates in the West than in the nation’s other 
financial centers. Yet this same capital-deficit phenomenon has stimulated aggressive 
competition for savings deposits throughout the District, and has led to a higher return 
for savers who wish to put their money to work in the West. 


Decades of growth 


In the early years of the Federal Reserve System, war-generated credit demands 
were less important here than elsewhere in the nation. This meant, however, that the 
District suffered less severely than the rest of the country during the sharp contraction 
of 1920. But rural areas were hit by the slump in the price of farm products at that 
time, and many country banks consequently were rated in the “poor” category. (By 
the rather unconservative standards of the time, the “poor” category included banks 
whose loan-deposit ratio exceeded 100 percent.) In the same period, the loan-deposit 
ratio for all District banks reached an all-time high of 77 percent. 

During the decade of the 1920's, the District recorded stronger loan and deposit 
gains, in relation to the nation, than it did in any later decade. This expansion was 
based upon heavy mortgage financing during the early years of the decade and upon 
the speculative outburst of broker and dealer loans in later years. Then, with the onset 
of the Great Depression, financing activities were severely affected throughout the 
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West. But even during that grisly period, loans and deposits (and interest rates) held 
up better here than in the rest of the nation. 

Following the somewhat misnamed “bank holiday” of 1933, District banks 
gradually rebuilt their reserves on the basis of a growing volume of Federal deposits 
and the financing of the Federal deficit through the commercial banking system. An 
increase in the nation’s gold production also contributed to reserve growth at District 
banks during this period. Meanwhile, on the asset side, expanding business activity in 
the District permitted loans to exceed investments throughout the late 1930's and again 
in every year after 1951. (By way of contrast, loan portfolios at other banks failed to 
exceed their investments until 1956. ) 

By the time of World War II, the District had considerably strengthened its bank- 
ing structure, but it was then confronted with other problems associated with the 
nation’s massive mobilization for war. Banks were somewhat passive agents during this 
period, since they had little direct control over the monetary and credit effects of 
government-financed aircraft and shipbuilding booms. But very substantial Treasury 
disbursements permitted deposit and reserve growth much greater than that recorded 
elsewhere. (In 1942, demand deposit growth in the District was double the deposit 
growth in the rest of the nation.) All banks invested heavily in Government securities 
during this period, because of the controls on lending to individuals and nondefense 
businesses. Thus, by 1945, Government securities accounted for 75 percent of out- 
standing commercial bank credit in the District. 


Postwar performance 


In the early postwar period, District banks recorded greater-than-national gains 
in almost every loan category. At the same time, their deposit losses were relatively 
smaller than those recorded elsewhere, especially because of their smaller concentra- 
tion of Treasury and interbank deposits, which had dropped sharply as Federal activity 
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adjusted to peacetime. In addition, time deposits — which increased appreciably during 
this period — represented a much higher share of deposits in the District than in the 
rest of the nation. 

Again, during the 1950's, the net growth of credit and deposits was greater in 
the District than elsewhere. A rapid gain in demand deposits — twice the national 
growth rate — reflected the disproportionate growth in population and industry 
throughout the West. The heavy inflow of deposits resulted from the transfer of check- 
ing accounts as individuals and businesses moved or expanded their operations here, 
and this growth was augmented by a sharp gain in deposits based upon a substantial 
expansion of loans. (Loan portfolios tripled in dollar amount during this decade. ) 

During the prolonged business expansion of the 1960's, the District has continued 
to outpace the rest of the nation, although the margin has been less than in earlier 
periods of prosperity. Business and consumer loan demand has been stronger here 
than elsewhere, but the gain in mortgage financing has failed to exceed the national 
gain — in striking contrast to the earlier years of this half century. For one reason, 
banks elsewhere have shown an increasing interest in real estate financing, while 
District banks have suffered from the competitive inroads of savings and loan associa- 
tions. At the same time, demand deposits have risen faster here than elsewhere, but 
time and savings deposits (despite a sharp gain) have fallen below the national pace. 


The bankers’ com petitors 


Over this half century, and especially in the postwar period, nonbank financial 
institutions have provided strong competition to District commercial banks. For 
example, sales finance companies, even though they no longer account for the bulk of 
instalment loans, are very active in the consumer lending field. Moreover, Western 
credit unions, with one-quarter of the total assets of the nation’s credit unions, have 
recently shown greater growth rates than any other type of financial institution. Then 
again, the growth of Western savings and loan associations has been nothing short of 
phenomenal. 


The expansion of savings and loan associations has been based upon such factors 
as liberal branch laws, a sustained high level of residential construction, and rising 
levels of personal income and savings throughout the West. S & L share accounts, 
at $22 billion in 1964, now account for one-fourth of the national industry total. 
(Western associations had only 2 percent of the national total in 1936.) Just since 
1960, in fact, these associations have doubled their share accounts and more than 
doubled their outstanding mortgage loans. 

Nonetheless, District commercial banks still remain the dominant factor in 
Western finance. At the same time, because of the rapid growth of their economic 
environment and their own unique characteristics, they manifest today a somewhat 
different structure of assets and liabilities than do their counterparts elsewhere. 
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Today's bankin g structure 


District commercial banks in 1964 held 31 percent of their outstanding loans in 
the commercial and industrial category. These were mostly short-term loans for 
inventory and working capital purposes, although term loans have recently become 
increasingly popular. Yet, despite the growth-created expansion in the business-loan 
category, real estate loans still account for the largest share (34 percent) of total 
loans. Because of the West’s heavy residential construction requirements, the demand 
for such loans has consistently exceeded the amount of District savings (especially in 
the postwar period), and mortgages thus have provided an outlet for the substantial 
amounts of funds that have flowed into the District. Consumer lending, meanwhile, 
has been relatively less important here than elsewhere, despite heavy needs for auto 
financing throughout the auto-oriented West. 


The pattern of liabilities also remained different from the national pattern in 1964. 
The ratio of time and savings deposits to total deposits remained higher here than 
elsewhere; the ratio has never risen above 40 percent elsewhere but it has been as high 
as 60 percent in the District. Not surprisingly, then, in view of this tendency, District 
banks have held a higher percent of their earning assets in relatively long-term loans 
(and have maintained a higher loan-deposit ratio) than other banks have done. 


U nique Western contribution 


The vast expansion of Western commercial banking, in any event, cannot be 
attributed only to the rapidity of the region’s economic growth. Underlying the half- 
century’s record of performance is the unique Western contribution to commercial 
banking — the branch-banking system. The system has benefited from the continuing 
inflow of resources into the West, but it has contributed substantially in its turn to rapid 
economic and financial expansion. 
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The earliest and most exuberant growth in branch banking occurred in California, 
whose tradition of express-company agencies (familiar to every televiewer ) influenced 
the State’s liberal banking law of 1909. Moreover, every other District state except 
Idaho permitted branching before 1913. But national banks were not permitted to 
branch, except those which had started as State-chartered branch systems and then 
had converted to national status. At any rate, by 1914 the District included only 6 
percent of the nation’s banks but 16 percent of its total branches. 


During the 1920's the number of branches in District states quadrupled, despite 
a substantial drop in the number of banks. The decline in the number of banks else- 
where was smaller than in the District, but failures accounted for most of the bank 
disappearances which occurred in other sections of the country, whereas mergers or 
absorptions accounted for about half of the reduction in the District. The relatively 
low fatality rate here was partly due to the interaction of the District’s diversified 
economy and its branch-banking system. In agriculture, for example, branch systems 
could shift funds from one farm locale to another in response to the credit needs of each 
particular crop at each particular season. 


Branch banking, nonetheless, came under strong attack during the turbulent 
1920's. In that period, every District state, except California and Arizona, imposed 
severe limitations or outright prohibitions on further branching. Moreover, at the Fed- 
eral level, the McFadden Act of 1927 attempted to redress the competitive disadvan- 
tage of national banks by permitting national-bank branching in many state-bank areas 
and by prohibiting state member banks from opening more out-of-town branches. 

During the even more turbulent 1930's, bank failures were prevalent in the District 
as well as in the rest of the country. Significantly, however, the number of District 
branch banks remained almost stable during the cataclysm, and this relatively strong 
performance largely inspired the provisions of the Banking Act of 1933 which broad- 
ened branching by national banks. 


Depression breakthrou gh 


Some bankers opposed this new feature as well as other features of the Banking 
Act, such as the institution of deposit insurance and the formalization of the Open 
Market Committee, but most of the opposition came from other sections of the country. 
As a leading banking journal said at that time: “The most wholehearted support for 
the new measure seems to come from the Far West; going farther east opposition pre- 
vails, and in some cases it is very strong.” (On its editorial pages, incidentally, the 
same journal flatly stated that “The guaranty of bank deposits violates every conception 
of a capitalistic society and will not work.” ) 


Branch banking on a regional or economic-area basis (unimpaired by state lines ) 
was dropped from the Banking Act despite strong Western support. But that support 
showed results in other ways; by the time of the bill’s passage, every District state per- 
mitted branch banking. Branch systems, in fact, accounted for 78 percent of total 
commercial-bank assets in District states in 1933. 
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The wartime and postwar prosperity has supported a vast (fourfold) expansion 
of District branch activity despite a substantial decline in the number of banks. (The 
number of banks was halved between 1933 and 1960, but then increased from 384 
in 1960 to 442 in 1964.) Today there are 3,400 branches in District states, represent- 
ing 90 percent of total banking offices—or more than twice the proportion elsewhere 
in the country. Although they account for less than half the banks in the District, branch 
systems today account for 96 percent of total commercial-bank assets. 


What the West has financed 


Aggressive branch bankers, along with their aggressive competitors in unit banks 
and other financial institutions, have played a major role in the rapid yet generally 
stable expansion of Western business activity. They have strongly supported the long- 
term financing needs of the West’s dominant housing industry; they have amply met 
the short-term credit demands of manufacturers, oil men, retail merchants, and service 
establishments; they have played a crucial role in financing the mortgage and espe- 
cially the operating-credit needs of the District’s farmers. (Commercial banks now 
finance almost four-fifths of farmers’ nonreal estate credit needs. ) In the postwar period, 
they have also moved aggressively into the field of foreign trade and international 
finance; for example, they finance production abroad for shipment to this country, lend 
substantial amounts in long-term loans to foreign countries, and participate actively in 
loans to foreigners by the U.S. Export-Import Bank and international agencies. 

In every field that could be named, District banks have played an important 
innovating role. A District bank moved actively into the financing of the movie indus- 
try in the 1920’s—and thereby helped disseminate Hollywood culture throughout the 
world. A District bank financed the production of the backless (sic) bathing suit of the 
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1930’s—and thus supported Los Angeles’ development as the nation’s second-ranking 
garment-producing center. One bank introduced a major credit innovation—the finan- 
cing of accounts receivable—and another became an early exponent of consumer-credit 
cards. Then again, a District bank took up the first $6 million of bonds on the Golden 
Gate Bridge after that project encountered serious financing difficulties in the early 
1930's. (At $35 million, the bridge was something of a bargain; a similar bridge con- 
structed recently across the New York harbor cost ten times as much. ) 

Looking to the future needs of the financial world, District banks have aggres- 
sively exploited the potential of automation, including such services as payroll and 
tax-return computation for all types of business firms. A District bank was the first to 
install a computer in 1956, and today, 61 percent of District banks utilize computers 
—a usage far in excess of that anywhere else in the country. Indeed, in this as in all 
other fields of operations, District banks continue to demonstrate vast success as 
financial innovators. 


To nations as to individuals money economy brought trouble as well as gain. It exposed 
a nation to a novel set of dangers arising from the technical exigencies of monetary 
systems. Men had to learn how to keep coins of different denominations and coins of 
different metals in concurrent circulation; how to prevent counterfeiting, clipping, and 
sweating of the coinage by private persons, and how to prevent depreciation of coins 
by the sovereign authority .. . Later came the host of problems connected with the 
use of paper money of various sorts. These technical problems were urgent because 
in a money economy livelihood itself depends upon the orderly functioning of an 
intricate system of production and distribution, which in turn depends upon price mar- 
gins, and prices are affected in bewildering ways by money. Even the nations that had 
the best monetary systems were gravely disturbed by fluctuations in the supply of silver 
and gold flowing into Europe from dim outer regions. Nor is this entirely a story of the 
past. We have not yet fully mastered the monetary systems we set up. They still do 
unexpected and unpleasant things to us. —Wesley C. Mitchell 
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HE banking community was not too favorably impressed with the central 

banking legislation presented to Congress in 1913. As one journal reported, 

“The introduction of the Federal Reserve Act to Congress was viewed by 

bankers throughout the country as an occasion for alarm. . . Nor on the Pacific coast 
was the general feeling any different.” 

Eventually, however, most bankers became strongly reconciled to the System. For 
instance, the President of the American Bankers Association, who had presented a 
resolution to that organization’s 1913 convention opposing the Federal Reserve Act, 
later became a Governor of the Federal Reserve Bank of San Francisco. Similarly, 
another banker who had attacked the reserve provisions of the bill, arguing that they 
would “effect a vast impounding of money and credits in the Reserve Banks,” eventu- 
ally became the District's Federal Reserve Agent. 


Problems of or ganization 


Even after the initial opposition had been overcome with President Wilson's 
signing of the historic Act (December 1913), the System still had to face several major 
problems of organization. Thus, an organization committee, which held hearings 
throughout the country in early 1914, had to decide on District boundaries (using the 
criteria of “convenience and the customary course of business”) and to weigh the 
claims of individual cities for headquarters status. In this District, for example, many 
business and financial leaders in the Northwest argued either for the creation of a 
separate District for that region or for the choice of a Northwest city as headquarters. 

In deciding on boundaries, the organization committee included all of the seven 
westernmost states, except for the southeastern corner of Arizona, in the Twelfth Fed- 
eral Reserve District. (Alaska and Hawaii were added after they attained statehood. ) 
In deciding on a headquarters, the committee gave the nod to San Francisco, whose 
banks in 1914 held roughly one-fourth of the total assets of all Western banks. The 
committee was strongly influenced in this decision by a bankers’ poll, in which San 
Francisco received 256 out of 460 votes, with most of the other votes being split 
between Portland and Seattle. (Strangely, there was also a scattering of votes for such 
“Western” financial centers as New York and Omaha. ) 

With the boundary and headquarters decisions out of the way, the District was 
formally incorporated on May 20 and opened for business on November 16, 1914. 
The new bank’s 21 employees began operations on that date in quarters rented from 
a San Francisco commercial bank. Archibald C. Kains, who had previously been man- 
ager of the Canadian Bank of Commerce in San Francisco, was its first Governor, or 
chief executive. 


Growth in membership 


On opening day, the District included 527 member banks—all of them national 
banks, whose participation was required by law. There was no change in membership 


STATEMENT OF CONDITION OF THE 
FEDERAL RESERVE BANK OF SAN FRANCISCO 
(in millions of dollars) 


December 31, 


ASSETS 1915 1940 1964 
Gold certificate account .......... 14 1,135 1,946 
Redemption fund for F.R. notes.... 5 | 182 
Total gold certificate reserves ... 19 1,136 2,128 
F.R. notes of other Banks......... | 4 65 
Discounts and advances .......... 2 
U.S. Government securities: 
Total U.S. Government securities. | 182 4,782 
Total loans and securities ..... 3 183 4,795 
Cash items in process of collection... 4 46 887 
27 1,408 7,979 
LIABILITIES 
Federal Reserve notes ............ 5 492 3,963 
Deposits: 
Member bank reserves ......... 18 754 3,021 
U.S. Treasurer—general account... * 17 60 
Total deposits ............. 18 852 3,179 
Deferred availability cash items... .. 37 612 
Other liabilities and accrued dividends * * 84 
Total Liabilities ............. 23 «1,381 7,838 
CAPITAL ACCOUNTS 
Total Liabilities 
and Capital Accounts ......... 27 1.408 7,979 


“Less than $0.5 million. 
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until 1917, but several hundred banks (mostly state-chartered banks) then joined the 
System in the next several years. 


The sharp increase in membership during that period was due to several changes 
in bank legislation. Congress amended the Federal Reserve Act in 1917 to permit state- 
chartered banks to retain full statutory rights as state banks after joining the System. 
Moreover, several District states amended their banking laws to permit deposits with 
Federal Reserve Banks to count as reserves. The latter development removed the prin- 
cipal impediment to state-bank membership in the System—and also gave a strong 
stimulus to the growth of (state-bank-dominated ) branch banking. 


Another major task during the early years was the establishment of Reserve Bank 
branches, which seemed necessary because of the distance of several important regional 
centers from the headquarters city. The first branch, established in Spokane in July 
1917, had its operations transferred to other offices in 1938. But other branches— 
Seattle (1917), Portland (1917), Salt Lake City (1918), and Los Angeles (1920)— 
have played an increasingly important operational role since their establishment. 


At the chief executive level, Mr. Kains was succeeded in 1917 by James K. Lynch, 
and the latter was followed one year later by John U. Calkins, who held office from 
1918 to 1936. In 1935 the chief executive’s title was changed from Governor to Presi- 
dent. William A. Day held that position from 1936 to 1945, and he was succeeded by 
Ira Clerk; the latter, who had been auditor at the Bank’s opening in 1914, died shortly 
after becoming President in 1946. The three chief executives in the postwar period have 
been Cecil E. Earhart (1946-56), Hermann N. Mangels (1956-61), and Eliot J. Swan 
(1961 to date). The Bank’s Board of Directors, then as now, has included six business 
and banking leaders elected by District member banks plus three public members 
appointed by the Federal Reserve Board. 


Those officials have presided over a vast expansion of central banking operations 
during the past half century. Thus, the Bank’s assets have grown from $22 million at 
the end of its first year of operations to $7,979 million at the end of its first fifty years. 


Policy functions 


This expansion is, of course, directly related to the burgeoning of economic activ- 
ity west of the Continental Divide. But the Bank’s expanded operations also reflect the 
broader scope and objectives of monetary policy itself. The Bank is involved in pro- 
viding greater elasticity in the supply of currency and a greater mobility of reserves, and 
it is involved also in the conscious effort to influence the flow and volume of money and 
bank credit in such a way as to contribute to high and rising levels of income and 
employment within the context of reasonably stable prices. As an integral part of the 
nation’s central-banking mechanism, the Federal Reserve Bank of San Francisco shares 
in the responsibility of helping to frame monetary policy, and shares as well in its 
implementation. 


Although basic monetary policies are decided by the Board of Governors and by 
the Federal Open Market Committee, the Reserve Bank—through its President, Direc- 
tors, and officers—actively contributes to the decision-making process. The Presidents 
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of the various Reserve Banks, for example, alternate in serving as members of the Open 
Market Committee, and in addition, they discuss operational problems several times 
yearly at the President’s Conference. Similarly, this Reserve Bank’s officers and staff 
serve on a number of committees concerned with System problems—both policy and 
operational problems. Then again, in their policy-oriented functions, the President, 
Directors, and officers must be thoroughly informed regarding economic developments, 
not only regional but national and international as well. To this end they draw upon 
the services of the Research Department, which has the responsibility of preparing 
studies bearing upon the course of economic activity and the formulation and imple- 
mentation of monetary policy. 


Operatin g functions 


While the policy-oriented activities of the Reserve Bank have thus increased in 
importance, the various service functions of the Bank, including those concerned with 
policy implementation, employ most of the Bank’s personnel. These service functions, 
as conceived by the System’s founders, were designed to rectify specific defects in the 
nation’s financial mechanism, and they have since been maintained and expanded to 
facilitate the flow of financial transactions in the economy. In this respect, of course, 
they help to implement the System’s monetary policy objectives. 

One of the goals of the System’s founders was to provide for greater elasticity in 
the supply of currency, and to this end the Federal Reserve Banks became issuers of 
notes. Federal Reserve Notes first supplemented, and later supplanted, National Bank 
Notes, and more recently they have been issued to replace Silver Certificates, which 
are an obligation of the Treasury. Over the years, the Federal Reserve Bank of San 
Francisco, as the reservoir of cash for the Twelfth District, has increased its notes in cir- 
culation to $4.0 billion. And servicing activities—supplying, redeeming, and retiring 
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of currency and coin without charge to the member banks—now involve annual ship- 
ments amounting to $4.8 billion, or twice as much as in 1950. 

Another service function of substantial magnitude in terms of dollar volume is the 
transfer operation, especially the “telegraphic” function involving the transfer of bal- 
ances between Federal Reserve banking offices. Today, with the daily volume of these 
transfers approaching $2 billion in the District, the bank is handling ten times the 
volume of 1950. 

In terms of manhours involved, the collection of checks represents the largest 
service function performed by the Bank. In 1964 the Bank and its branch offices 
processed almost 600 million checks, representing a dollar volume of $161 billion— 
over 20 times the dollar volume handled in 1920 and double that processed in 1950. 
This phenomenal increase in check usage is due primarily to the rapid growth of the 
Western economy, but it also reflects conscious efforts by the System to enhance the use 
of checks by expediting their payment. This it has done by providing facilities for their 
collection, by encouraging their acceptance and settlement at par, and by establishing 
schedules for systematic payment. The System today is making rapid progress on another 
front—the automation of its check-collection operation through the pre-encoding of 
basic sorting information combined with the use of general and special-purpose elec- 
tronic equipment wherever applicable in banking operations. The results already are 
visible in a more rapid and efficient handling of an expanding volume of work. In this 
connection, the Bank has benefited not only from the automation of its own check-col- 
lection activities but also from the increasing commercial-bank use of electronic equip- 
ment in their own accounting procedures. 

In implementing another specific objective of the System’s creators—acting as 
banker for the Government—the Reserve Bank again has considerably expanded its 
operating functions. In its capacity as Fiscal Agent, the Reserve Bank handles the 
receipt of applications by banks, dealers, and others for the purchase of Treasury debt 
issues (including savings bonds), as well as their allotment, payment, servicing, and 
redemption. At $45 billion in 1964, the dollar volume of these transactions was over 
three times as great as in 1950. In related functions, the Reserve Bank also handles the 
collection of Government checks, processes employers’ tax payments, and administers 
both the Treasury’s General Account at the Reserve Bank and the Treasury Tax and 
Loan accounts held by the Treasury in designated member banks. 

The impressive growth of District commercial-bank activity is reflected in the 
growth of their reserve balances at the head office and branches of the Federal 
Reserve Bank of San Francisco. Over the years these funds have grown from a mere 
$18 million at the end of the first full year of operation to $3,021 million at the end 
of 1964. In another of its major operational functions—the clearing and collecting of 
checks and the posting of credits and debits to deposits — the Reserve Bank provides 
a daily statement of each member bank’s reserve position. 

The Reserve Bank also relies heavily on its Examination Department, whose task 
it is to examine regularly all state-chartered member banks operating within the Twelfth 
District. The 50 state member banks operating in the District in 1964 accounted for 
only a relatively small portion of the total, but these banks counted close to 500 
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branches. In this connection, the bank examiners make recommendations regarding 
the ability of a community to support branch offices whenever an application to estab- 
lish a branch is filed by a state member bank. 


Today and tomorrow 


The Federal Reserve Bank’s expanded operations are reflected in the changing 
structure, as well as the volume, of its earnings and expenses. In its first years the Bank’s 
income was more dependent upon holdings of short-term assets—primarily acceptances 
—than upon holdings of Government securities. Moreover, discounts of member 
banks’ notes then were relatively more important as a source of income than they are 
today. But with the discovery of the direct link between open-market operations and 
reserves, and with the expansion of the reserve base largely through the System’s ac- 
quisitions of Government securities, the latter now provide the larger part of the Bank’s 
income. In 1964 current earnings amounted to $179 million, as against expenses of 
$21 million. (Net earnings, after payment of expenses and a statutory dividend, are 
returned to the Treasury. ) 

At this point in its history, the Federal Reserve System can look back upon a 
largely successful record in confronting the problems of change. Some problems were 
presented directly to the System at its inception—the necessity of providing greater 
elasticity in the supply of currency and greater mobility of reserves. Some problems 
were unforeseen a half century ago—the financing of two world wars and the adminis- 
tration of selective credit controls. Finally, some were created by a rapidly changing 
and increasingly complex economy, and by their very complexity have helped bring 
about a more conscious and active direction of monetary policy. 

As it enters its second half-century, the Federal Reserve Bank of San Francisco 
looks forward to handling the expanded volume of central-banking operations that is 
certain to accompany the further expansion of the Western economy. Meanwhile, in 
the field of policy, the Bank will confront the problems of change by helping to foster 
a financial climate favorable to rapid growth, full employment, and price stability. 


The West may be called the most distinctively American part of America, because the 
points in which it differs from the East are the points in which America as a whole 
differs from Europe. —James Bryce 
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